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CREDIT AND THE VAI.UE OF MONEY 

A. PIATT ANDREW 

The generally accepted views in regard to the value 
of money, as we have seen this morning, have been 
subjected of late to many emendations and have been 
arraigned upon many charges. I propose that we 
examine some of these emendations and look into a few 
of the charges. For an unconscionable period men have 
supposed that the value of money was importantly influ- 
enced by its quantity, but to-day we observe that there 
are many who are inclined to attribute to that factor a 
quite subordinate influence in determining money's 
value. For a long time, too, it has been believed that 
the value of money was largely affected by the amount 
of available credit, but this assumption has also recently 
been called in question. 

As regards the influence of the quantity of money, I 
think I am safe in saying that no one goes so far in his 
opposition to the traditional view as to deny that under 
certain conditions it may be one factor in determining 
money's value. Even Professor I/aughlin, who in his 
« Principles of Money ^'' and in his address of this morn- 
ing, has argued so ingeniously for the falsity of the 
quantity theory, has admitted its applicability in the 
case of countries with an inconvertible paper or a 
limited coinage [Principles^ pp. 314, 380). He even 
allows that under ordinary conditions of free coinage 
" the value of the standard can be influenced by supply " 
(p. 339, Note). " No one doubts," he says, " that an 
increased supply of the standard metal would affect its 
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value, and hence affect prices " (p. 327). And he regards 
it as evident, for example, that in the sixteenth century 
" the importation of specie .... from the New 
World created perturbations of a serious nature in the 
value of silver, and consequently in the prices of all 
goods, wages and rents expressed in that standard " (p. 
225). 

On the other hand, there are none of the traditional 
school who claim that the monetary supply is the one 
and only influential factor. If every one admits that 
the quantity of money sometimes affects its value, 
every one is likewise agreed that other factors also influ- 
ence it. The disputed questions concern the limitations 
within which changes in the quantity of money are of 
consequence, and the comparative importance of the 
other factors. 

Traditionally it has been believed that the value of 
money is affected not merely by its abundance, but also 
by what has been variously termed its " mobility," the 
" quickness of its circulation," the " frequency of its 
exchange," or its " efiiciency." Here at the very outset 
not only does one encounter to-day considerable diver- 
sity of opinion as to what is intended by these terms, 
but one recent writer, Mr. Carlile, in his " Evolution of 
Modern Money,'''' has ventured to conclude that " by no 
sort of twisting and turning can any valid signification 
whatever be attached to the theory" (p. 166). One 
must admit that fluctuatibns in this factor seldom exert 
an observable influence over the price level. A decreas- 
ing activity in the circulation of money usually but re- 
flects a simultaneous decrease in the volume of transac- 
tions to be settled, and a brisker circulation of money 
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on the other hand, generally only accompanies a brisker 
circulation of commodities. Although the money sup- 
ply might appear to be virtually enlarged through the 
increase in its efficiency, the new supply is apt to be 
simultaneously devoured by a correspondingly large de- 
mand, and the eflEect upon the price level of such 
changes is therefore in most cases not to be discerned. 
It does not follow, however, that this factor is a negligi- 
ble factor. Its effects may exist latently, and by appeal- 
ing to them we are helped in explaining certain other- 
wise anomalous situations, as, for instance, where the 
stocks of money in different countries do not vary with ^ 
their trade, or as when prices do not fluctuate within a 
given country with changes in the amount of business 
done. 

The notion that the value of money tends to be influ- 
enced by the amount of " money work " or business 
done, though similarly venerable, has also been disputed. 
It used to be thought that any considerable changes in 
the volume of transactions to be mediated, especially if 
due to enduring causes, would tend to affect the general 
price level. Fluctuations in the mass of business rep- 
resented changes in the demand for means of payment, 
and as the demand increased, prices would be apt to fall, 
as it decreased they would tend to rise. Here again is 
a factor whose effects are often counterbalanced by other 
factors working in a contrary direction, and whose in- 
fluence has for that reason sometimes been called in 
question. Variations in the volume of trade, it has 
been contended, do not involve proportional changes in 
the demand for standard money, and Professor Laughlin 
assures us that there is " no direct relation between 
7 
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them " (p. 346), implying, it would seem, that changes 
in the amount of business exert no direct influence upon 
money's value. 

Now we may admit that variations in this factor are 
apt to be offset, as has just been seen, by a greater or 
lesser frequency in the employment of money, or may 
be partially met by a larger or smaller use of money 
substitutes, and that in such cases they may induce no 
change in the actual money employed, and at the same 
time may be followed by no corresponding alteration of 
the price level. We are not obliged, however, to con- 
clude that a tendency is absent because its action is 
counteracted and its effects concealed. The change in 
the demand for means of payment, though met some- 
times by a different efficiency in the existing money 
supply, and sometimes by a variation in the amount of 
money substitutes employed, still unquestionably re- 
mains a contributing factor not to be left out of account 
in explaining any concrete variations in general prices. 

When we turn to the subject of credit we reach a 
field in which still greater discords of opinion prevails. 
No one can very well deny that credit agencies serve in 
vast proportions as media of exchange, but upon scarcely 
any other question touching credit does anything like 
harmony of thought appear. Almost every writer on 
the subject has his own peculiar views about its influ- 
ence over money's value. We are informed by some 
that " credit in whatever shape given " acts upon prices 
(Mill, Bk. Ill, Ch. XII, §1); by others that credit in- 
fluences the price level only when embodied in transfer- 
able forms ; by still others that credit normally does not 
affect prices at all (Laughlin, p. 98) ; and there are 
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many intervening shades of opinion. Concerning the 
conditions which govern the extension of credit, a simi- 
lar disparity of thought exists. By some we are told 
that it is subject only to the will of bankers and traders, 
by others that it is governed by " the value of marketa- 
ble goods or property owned by borrowers " (lyaughlin, 
p. 93). By many respected experts it has been thought 
to be conditioned by the monetary supply, yet there are 
others equally respected who assure us that " any 
amount of credit may be created and extinguished with- 
out any relation to the quantity of money " (McLeod, p. 
734 ; I^aughlin, p. 85). 

Here stand posed the two questions about credit most 
vitally significant for monetary theory, questions that 
intertwine with each other and are only partially separ- 
able in thought ; first, as to the conditions under which, 
if ever, credit may influence prices ; and, second, as to 
what factors limit its extension. 

Unless the value of money is determined by tenden- 
cies different from those governing the values of all 
other commodities, it depends upon demand and supply, 
and under supply is included not merely its own quan- 
tity, but that of all its possible substitutes as well. 
Very much as the value of American winter wheat de- 
pends not alone upon its own amount, but also upon the 
output of American spring wheat and upon the size of 
the crops harvested in Argentina, Russia, India, and 
elsewhere, so the value of money must hinge not alone 
upon the supply of gold and silver, but also upon the 
amount of all the other agencies and contrivances capa- 
ble of mediating exchange. Any considerable increase 
in the media of payment, whether in the form of money 
or of other instruments which may be used in place of 
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money will tend to lower the value of the individual 
money unit, quite as an enlargement in the crops of 
South America or Europe will tend to lower the value 
of an individual bushel of wheat from the Dakotas. 
The multiplication of money substitutes may of course 
run parallel to an increase in business, and the two 
movements may cancel each other without leaving any 
traces upon money's value ; but in a similar way an ex- 
pansion of the wheat crop in Argentina may accompany 
an enlarged consumption of bread stuffs and register no 
effect upon the price of Dakota wheat. One can scarcely 
see why it should be more necessary in the one case than 
in the other to insist upon what would seem to be an 
obvious proposition that the use of substitutes tends to 
affect value, even though the evidences of the tendency 
are frequently, perhaps " normally," concealed by count- 
eracting forces. 

Among the devices commonly spoken of as money are 
usually included along with coin a number of other 
means, of payment which circulate similarly without 
friction — devices which " pass by simple delivery," as 
McL,eod puts it, meaning that they are accepted freely 
without endorsement or any particular scrutiny. Credit 
contributes a number of such devices, like the notes of 
the government treasury and the legally secured notes 
of the banks, which in certain respects are even more 
convenient and efficient means of payment than the 
coins, and which in popular language and in the writ- 
ings of many economists are classed as money. I doubt 
whether any one could be found who would deny that 
the expansion and contraction of these devices as surely 
tends to raise and lower prices as fluctuations in the 
supply of coin. 



Credit and the Value of Money loi 

Credit also contributes other instruments, equally 
capable of representing and transferring purchasing 
power and of mediating exchanges, which are not 
usually designated as money. One does not need to 
dwell in our day upon the importance as currency of the 
arrangements furnished by the banks. With their 
elaborate machinery for the cancellation of indebted- 
ness through checks, book transfers, and clearing- 
houses, they have evidently created an independent 
agency of settlement quite as available for mediating 
business and for consummating transactions as money 
itself, and in proportions relatively more extensive. 
Last year the deposit accounts subject to withdrawal 
by check of such banks as reported to the Comptroller 
of the Currency aggregated a total three times as large 
as the sum of all the money of all kinds circulating 
throughout the country, including the bank reserves 
themselves. When compared with this vast total, all 
the other non-monetary media of exchange mentioned 
in the books become insignificant. The bills and notes 
of merchants which are occasionally transferred by 
endorsement in settlement of purchases, the bonds, 
stocks, postal notes, etc., which are sometimes described 
as assisting in accomplishing payments at a distance, 
the miscellaneous devices which have been used in 
critical emergencies need be mentioned only as obiter 
dicta, and do not require to be taken further into our 
reckoning. 

It is difficult to grasp the logic by which the influ- 
ence of the check and deposit system upon prices has 
sometimes been denied. It is hard to see how any one 
can assume, as President Walker {Q.J. E., VIII, p. 67), 
and Professor Ivaughlin [Principles, pp. 102-3), appear 
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to have done, that the demand for the means of exchange 
furnished by the banks is distinguishable from the 
demand for monetary means of exchange, and expands 
and contracts independently of it. If checks and de- 
posits accomplish work which would otherwise devolve 
upon money, and this is not denied, then the demand 
for them is not a distinct and separate demand, and 
changes in their amount or in the extent of their em- 
ployment must tend to influence the value of the money 
in whose stead they are employed. 

So much for the influence of credit when it gives rise 
to transferable instruments. Government notes, bank 
notes, and bank deposits are all means of complete and 
final payment, able to settle transactions definitively 
without any even eventual resort to coin. Credit in 
such cases furnishes thorough substitutes for coin, capa- 
ble like coin, of mediating exchanges by transfer from 
hand to hand. We are bound to believe that fluctua- 
tions in the resort to such varieties of credit tend to 
affect prices. Credit exists, however, in other forms 
which do not circulate, and here the relations are not so 
clear and require more careful analysis. There are 
those who accept the dictum of John Stuart Mill that 
" what acts on prices is credit in whatever shape given 
and whether it gives rise to any transferable instru- 
ments capable of passing into circulation or not " (Book 
III, Ch. XII, § I). They call attention to the familiar 
methods of obtaining goods and services and of tempo- 
rarily settling transactions by accepting bills of ex- 
change, signing promissory notes, or by the mere 
inscription of indebtedness upon dealers' books; and 
they tell us that purchases effected provisionally in such 
ways by pledging a future transfer of real means of 
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payment, " create just as much demand for goods audi 
tend quite as much to raise their price " (Mill, Bk. III,. 
Ch. XI, § 3), as purchases made with ready money or 
other means of final settlement. 

There is a fundamental difference, however, between 
the circulating forms of credit and those which for lack 
■of a better name we may perhaps call "fixed." The 
former are real means of payment, the latter only means 
of postponing payment. While circulating credit takes 
the place of money, fixed credit only increases its use at 
a subsequent date, for bills, notes, and book entries all 
bring ultimately in their train a demand for real means 
of payment to complete the transactions which they 
have helped to. initiate. Sooner or later they must be 
redeemed in means of final settlement. On this account 
we may readily imagine different situations in which 
the existence of what I have perhaps inaptly called 
"fixed" credit might result in no change in the price 
level, or again might instigate a positive decline, while 
in only rare cases would it be likely to stimulate a rise. 
Let us consider examples of each of these three 
situations. 

Suppose, in the first place, the new purchases being 
made " on credit " during a given period just balance 
the old debts coming due. In such a case the addition 
to current means of purchase made by the newly in- 
curred obligations will be cancelled by an equivalent 
subtraction of other means in settlement of past pur- 
chases. As many means of payment will be withdrawn 
from current use for the redemption of past pledges as 
are being economized on the other hand by the use of 
pledges for the future ; and the postponing devices will 
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not increase even temporarily the media of trade. The 
amount of currency available will be no greater on ac- 
count of their existence, and the price level, we may 
conclude, will stand no higher than it would have stood 
had no credit whatever been employed. In other words, 
the existence of no matter how many millions of credit 
in these forms in a community, provided the amount is 
not increasing, will not make the price level higher 
than it would have been had credit never been given at 
all. 

Of course it must be at once admitted that while 
credit in these forms does not of itself serve as a substi- 
tute for money, it frequently helps in settling transac- 
tions by other means without the use of money. The 
resort to book credits in particular sometimes econo- 
mizes money by making possible a sort of prolonged 
barter. Those who are alternately buyers from and 
sellers to each other are enabled in certain cases by 
book entries to offset their mutual purchases and settle 
them by cancellation. This for instance happens in 
rural districts where farmers are credited on the books 
of a dealer with the value of the produce they bring in 
and then in turn secure their supplies on the basis of 
these credits. Book credits render a further and more 
important service in economizing money by encourag- 
ing the use of checks and deposits. Small purchases, 
which if paid for from day to day, would be more con- 
veniently settled by money are, when charged, collected 
on dealers' books and eventually settled still more con- 
veniently in a single lump by check. Purchasing upon 
account thus without settling transactions, makes it 
easier in the end to settle them with checks ; and book 
credits, without themselves being substitutes for money. 
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perform an important function in promoting the use of 
real substitutes. 

In such indirect ways untransferable credit renders 
considerable assistance in effecting the exchange of 
goods without the use of money ; yet as a general 
description of the direct influence of such forms of 
credit our original statement still holds good. In the 
cases just cited it is the check which actually makes the 
payment and not the book entry, and it is the check and 
deposit system, not the system of postponing payments, 
which increases the community's media of exchange. 
Given, a community with a certain amount of money 
and a certain quantum of money substitutes, and given 
certain rates for their circulation, the resort to credit in 
its fixed form will accomplish no direct saving of money 
and no increase even in the provisional means of pur- 
chase, if the new debts being assumed only equal the 
old debts coming due. 

Indeed one can carry this idea to a conclusion still 
more strikingly at variance with commonly accepted 
views ; for, not only is it true that credits which are not 
increasing make no addition to the means of payment 
and exert no influence over prices, but it will further 
be observed that if the new grants are not equivalent in 
amount to the old ones which are maturing, the means 
of payment available for use to-day will actually be less 
than they would have been had credit in these forms 
never been employed at all, and prices will tend to drop 
even below the point which they would have attained 
had only means of final settlement been used. If a 
greater quantity of money (or its substitutes) is being 
withdrawn from present use to redeem past credits and 
settle past transactions, than the quantity of credits now 
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being created, the result will obviously be an actual 
reduction in the amount of money currently available. 
If this be true then we should expect a fall in prices 
below the level normally supportable by the money in 
the country. The supply of currency will really be 
diminished and prices will really decline for the very 
reason that resort has been made to these postponing 
devices, and this will be true although vast amounts of 
new credit are still being created. 

The only conditions under which the postponing de- 
vices can produce eifects like those resulting from a real 
increase in the currency, and can induce and maintain a 
higher range of prices, is when they are increasing in 
quantity continually and by at least equal successive 
increments. If, for example, we suppose an extension 
of book credits amounting to, say 20 per cent, to have 
taken place, and prices to have risen proportionally, 
this new price level can only be maintained, if at the 
end of the credit period new accounts are opened, not 
merely to the amount of those then maturing, but to 
that amount with still another 20 per cent, additional. 
As these mature, if prices are not to fall, the latter 
credits must be reduplicated with yet another 20 per 
cent, increase. And so the process must continue. If 
the postponing devices are really to operate like money 
substitutes, and are to produce similar effects — that is 
to say, if they are to support continuously an elevated 
scale of prices, it can only be, by extending their volume 
cumulatively. 

A continuous or progressive rise in prices according 
to these principles will only result from the use of book 
credits and postponing devices, when their volume is 
expanding, not merely by the progressive addition of 
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uniform increments, but by the accumulation of ever 
enlarging increments, and such conditions must inevit- 
ably be of brief duration. They are doubtless some- 
times realized during highly speculative periods when 
buyers, in expectation of a rise in prices, resort to book 
credits and the other postponing devices with greater 
and greater freedom in order to extend their purchases. 
Then as each rise in the price of goods stimulates the 
anticipation of a further rise, people use their credit 
more and more restrictedly, and unquestionably at such 
moments most persons have a more extensive credit to 
which they may resort because of the larger gains which 
they seem to be realizing. With such conditions pre- 
vailing, through the swiftly expanding employment of 
deferred settlements, it is conceivable that there may 
ensue a steady mounting of the general price level, but 
only for a limited period. 

Credit cannot be indefinitely expanded, and an advance 
in prices of this character cannot be long continued. 
The enlargements of trade through the action of the 
means of temporary settlement, even though these 
means are regularly renewed and extended, eventually 
approach their limit. As soon as the volume of credit 
ceases to increase by progressively expanding condi- 
tions, prices will, as we have seen, stop rising. And 
when eventually credit reaches its maximum and ceases 
further to increase, other things being equal, prices will 
drop to the point where they would have remained had 
credit never been employed at all. Prices will fall in 
this way, although there may be hundreds of millions 
of credit in existence in the form of bills and notes and 
book accounts, all of which are being renewed or re- 
placed as they mature. If moreover, as very frequently 
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happens in such cases, credit becomes actually con- 
tracted — if new obligations cannot be entered upon on 
the same scale as formerly — prices will tend to fall even 
below the level that would be normally supported by 
the money in the country. The credits coming due 
will then exceed those being created and currency will 
be diverted from the purchase of present goods to pay- 
ment for goods bought in the past. As long as this sit- 
uation continues the general level of prices will tend to 
remain below that which the monetary circulation of 
the community would have been able to maintain alone 
if no credit had ever been employed. 

Our general conclusion^ then, with regard to the in- 
fluence of credit is that it can only serve as a substitute 
for coin when it exists in transferable forms. The fixed 
forms of credit cannot definitively settle payments, and 
they fail accordingly of making any real or permanent 
extension of the currency supply. For a limited inter- 
val they may make possible a more ample trade or may 
support a higher price level, but in the long run they 
only serve to enlarge the subsequent demand for actual 
currency. They are in no sense substitutes for money, 
and only rarely and temporarily does their existence 
tend to lower m.oney''s value. 

Our second question concerned the conditions which 
limit the extension of credit, and our analysis of the 
various forms in which it exists has simplified the 
reply. We have seen that credit normally affects prices 
in only two forms : First, fiduciary money, meaning 
bank and government notes (with, in most countries, 
the silver and copper coins), and second, the check and 
deposit system of the banks. We can very well pass 
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over the conditions limiting fiduciary money. They 
scarcely lend themselves to general treatment, being for 
the most part legislative restrictions differing from 
country to country and changing from time to time. 
The deposit system, on the other hand, is less tightly 
bound by laws, and our inquiry regarding the limits of 
credit thus virtually resolves itself into an analysis of 
the influences which govern the use of checks and 
deposits. 

Ever since men began to think about banking, some 
three hundred years ago, there has been a succession of 
writers who believed that the sound extension of banking 
credit was only limited by " the value of marketable goods 
or property owned by borrowers." This was the theory 
of most of the projectors of English banks in the 17th 
century .(0. /• E. II, 482, if.). It was the belief of the 
numerous advocates of land bank schemes in the xA^meri- 
can colonies. It was the opinion of the directors of 
the Bank of England at the time of the Bullion 
Report, as well as of others who opposed the repeal of 
the Restriction Act. The theory survives to-day, 
emerging where one would least expect it, and sup- 
ported by the same arguments as were used in its 
behalf a century and two centuries ago. We hear 
to-day, as men heard in the days of John Law, or of 
Chamberlayne's Land Bank, or in the days of the As- 
signats, or of the Restriction Act, that " goods, not 
money form the basis of credit operations " (Laughlin, 
p. 84) ; that " any amount of credit may be created .... 
without any relation to the quantity of money," (p. 85) 
and that the extension of credit is sound and normal 
"so long as the claims held by the bank are based 
upon actual and salable property " (p. 93). We are as- 
sured that "the limit to the increase in legitimate 
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operations is always expansible with the increase in 
the actual movement of goods," and that any " concern 
excited by such expansion is groundless, so far as it is 
based upon goods, or restrained within a safe estimate 
of the value of these goods." (p. 83). 

The objections to this theory have been too often 
stated in discussions about bank notes and paper money 
to require elaborate reiteration in the case of bank 
loans in the form of deposits. Credit in its various 
forms may, with the consent of the creditor, be ex- 
changed for and cancelled by, other credit or ordinary 
commodities, but it always purports to be payable in 
money, and if the creditor so desires, it must be actu- 
ally so redeemed. It is preposterous then to assume 
that credit can be issued indefinitely upon the basis of 
goods without any regard whatever to the quantity of 
available money in which it is likely from time to time 
to be presented for redemption. There is good reason 
to believe in fact that long before all of the property 
and goods in a community could be " coined by the 
banks into present means of payment," credit would be 
presented to them in overwhelming amounts for settle- 
ment in cash. If the banks were to undertake to 
create either notes or deposits to the extent of the value 
of all goods and property in the country, bankruptcy 
would be the inevitable outcome, for the ensuing rise 
in prices and adverse balance of trade would instigate 
a demand for gold for export which would sweep every 
remnant of specie from their reserves. Bankers can no 
more lend their credit in the form of deposit accounts 
without regard to their cash reserves than they can in 
the form of notes. Either course involves disaster. 

But one can go further. The fundamental idea in 
the two cases not only is unsound as a matter of policy. 
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but it involves impossibilities in its very conception. 
It is incredible that bankers could, even were they so 
intentioned, create new means of payment to the extent 
of the money value of all goods and property. The 
money values of things depend upon the amount of the; 
means of payment ; and every enlargement of the 
latter s supply, other conditions remaining unchanged, 
involves an increase in the former's value. Every new 
extension of credit, though based upon the money 
value of goods, would tend to raise the price level, and 
each elevation of the price level in its turn would 
justify a further extension of credit. The two move- 
ments might continue pursuing each other until eter- 
nity and yet the aggregate value of the means of pay- 
ment would not become co-extensive with the money 
value of all property. The alleged limitation of bank 
credit by " the value of goods and property owned by 
borrowers " is from every point of view delusive. It is 
not only untrue ; it is impossible. 

That there is some sort of quantitative relationship 
between the cash reserves of the banks and the possible 
extension of their credit in the form of deposit accounts, 
very few are apt to deny; but that this relation varies from 
time to time must also be admitted, and that the maxi- 
mum use of deposits is often not attained is equally 
obvious. There are really two distinguishable questions 
concerning deposits here involved, on the one hand as 
to the factors limiting the potential extent, on the other 
as to the factors limiting the actual extent of their 
employment. 

If checks always operated by means of book transfers 
and the clearing house, as they habitually do in most 
countries to-day, there would be no limit to the possible 
expansion of the so-called deposit accounts until the 
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law intervened. If no one was likely ever to ask to 
have checks redeemed in money, bankers could lend 
accounts on their books indefinitely. As things actually 
are, however, depositors are sure sometimes to need 
money, and the banker's power to open new accounts is 
for this reason effectively restricted. Depositors are 
continually wanting to draw out money for small every- 
day expenditures, or as change for the cash drawers of 
their shops and stores. At periodic intervals, as during 
the weeks of spring equipment and at harvest time, 
peculiarly large amounts of cash are wanted, and in 
emergencies of disturbed confidence banks are subject 
to still further drains. Even if they were freed from 
these contingencies, any undue expansion of their credit 
would be apt to stimulate a higher price level and an 
unfavorable balance of trade, and then with the need of 
specie for export, checks would inevitably be presented 
for cash. Evidently for all such cash withdrawals, 
usual and unusual, the banks must be prepared, and the 
possible expansion of drawing accounts upon bankers' 
books therefore depends upon the amount of money in 
their reserves, taken in connection with the proportion 
of checks which are likely to be presented for settlement 
in cash. 

This proportion is plainly not a constant factor ; it 
varies from country to country ; it changes from season 
to season ; it fluctuates from year to year, according to 
the condition of a country's foreign indebtedness or its 
domestic credit. It has grown slowly lower with the 
gradual extension of modern banking methods, and 
looking over a considerable lapse of years one can see 
that the potential limits of fiduciary currency have en- 
larged more rapidly than the quantity of money. But 
given a particular locality in a certain reach of time, 
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let us say a certain decade, one can estimate with con- 
siderable exactitude the proportion of deposits which 
must be covered with cash in order to meet all of the 
demands, casual, periodic, or extraordinary, which may 
be expected to arise. It is this proportion which fixes 
the limits of the deposit maximum, and, given such a 
proportion, one may then say that an increase in the re- 
serves will tend to enlarge, and a decrease tends to 
contract the potential extension of deposits. 

If the actual expansion and contraction of bank credit 
always coincided with the potential limits there would 
be a very close correspondence between changes in the 
quantity of money and changes in the amount of credit. 
In reality the relation is more or less flexible. It is 
only in active and prosperous periods that banks extend 
their accommodation to the outermost limits ; and as 
cycles of trade recur with their more or less regular 
succession of phenomena, there come moments when 
credit is apt to fall far short of its possible dimensions. 
In the periods of general liquidation such as usually 
follow commercial crises, even though an increase in 
the country's monetary supply does take place, the 
money substitutes will not increase. Bank reserves 
may then expand without any concomitant expansion 
of loans and deposits. This was conspicuously the sit- 
uation in the United States in such years as 1885 and 
1894 when, taking the associated banks of New York as 
an example, the percentage of their reserves to deposits 
averaged throughout those years above 38 and 37 per 
cent, respectively, or more than 10 per cent, above their 
supposedly normal minimum. 

Such a situation, however — and this is from our 

point of view the essential consideration — never endures 

for long. An increasing supply of money and increas- 
8 
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ing bank reserves in a period of depression may not 
lead immediately to an expansion of credit, but they 
pave the way for its eventual expansion when prosperity 
returns. It is unprofitable for the banks to hold a sur- 
plus of idle cash, and the business world, under normal 
conditions, is looking for new capital. Sooner or later, 
if th^ reserves continue enlarged, with the renewal of 
confidence and activity, loans and deposits are certain to 
rise to their new potential maximum. It is to the in- 
terest of all concerned that they should do so. While, 
then, there is a measure of elasticity in the credit cur- 
rency, so that in every cycle of trade there are fluctua- 
tions in the monetary supply that do not reflect them- 
selves in the amount of credit, nevertheless the quantity 
of money held by the banks sets a limit beyond which 
credit cannot be extended, and in the course of every 
cycle this limit is actually reached. In the long run,, 
as apart from the cyclic oscillations^ the quantity of 
banking credit is governed by the quantity of money ^ 
and each permanent addition to the monetary supply 
tends in the end towards an increase of credit. We are 
thus brought back to the traditional theorem, with which 
this paper started^ that the value of money in the long 
run depends most importantly upon its quantity. Its 
quantity affects prices not alone when money enters the 
circulation^ but also when money is gathered in the bank 
reserves., because the amount of the only kind of credit 
which serves effectively as a substitute for money de- 
pends primarily upon the extent of these reserves. 

The theory of money is many-sided and presents 
many paths of approach. In the foregoing pages we 
have been concerned with the value of money itself, not 
with the value of the material of which it may happen 
to be made. The principles stated have referred to 
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money in general and of whatever sort, regardless of 
whether the standard was one of coin freely minted, or 
of coin of limited mintage, or of irredeemable paper. 
It has been insisted that the value of money is impor- 
tantly influenced by its quantity, but nothing in the 
argument was intended to deny the counter-proposition 
which to-day is so frequently made that in the case of a 
freely coined metallic currency its quantity is in turn 
affected by its value. In the case of gold, the amount 
that will be produced, the amount that will be imported, 
and the amount that will be coined evidently depend 
upon its value. A change in the general price level in 
such a case obviously is apt to be the cause as well as 
the effect of changes in the quantity of money. It is 
equally true in the case of wheat or iron or cotton or 
any other commodity. The value at a given moment 
depends upon the quantity that has been produced, im- 
ported and manufactured in the past, yet at the same 
time the present value acts as cause with regard to the 
quantity to be produced, imported and manufactured in 
the future. Value is thus almost always the cause as 
well as the effect of changes in quantity. This in no 
way contradicts the principles which it has been the 
purpose of this paper to defend. 



